We test the market timing theory for UK firms and its impact of capital structure by estimating intrinsic value of equity. Managers increase debt issues during periods of undervaluation and depress leverage levels when equities are overvalued and leads them the deviate from target levels. We further find that equity mispricing influences issue decisions as well as the issue choice. Equity mispricing increases the likelihood of firms making security issues. In addition, undervaluation increases the probability of firms opting for debt issues instead of equity. Firms also reduce equity and debt levels to reflect equity mispricing indicating that repurchase decisions are also timed. In addition, we find that firms issue make debt issues accompanied by equity repurchases during periods of undervaluation and vice versa.
Introduction
We study the market timing behaviour by looking at equity mispricing in the UK. The market timing theory of capital structure posits that firms would issue debt during periods of undervaluation and equity during periods of overvaluation. If managers do adjust security issues accordingly, they would retire debt and repurchase shares based on equity mispricing as well. Thus managers would be able to exploit equity mispricing to deliver value to the firms by changing the financing mix.
In this study, we examine the target leverage and the determinants of deviation from target leverage. Thus, we firstly examine how equity mispricing influences leverage levels. If firms increase (decrease) debt levels during periods of undervaluation (overvaluation), we conjecture that firms would be over-levered (under-levered) . Secondly we scrutinize whether firms are more likely to issue (or remain passive) in the presence of equity mispricing.
Further to that, this paper looks at the debt versus equity choice and the likelihood of equity mispricing. Thirdly, we test the repurchase decision whether it is driven by equity mispricing.
Lastly, we aim to examine whether equity mispricing influences firms' decision to actively alter the financing mix by issuing a particular type of security and simultaneously reducing another. This is tested against a base of passive firms thus allowing us to draw conclusions with regards to the influence of market timing on firms issue decisions.
We are able to draw several main findings and conclusions from our study. First, firms increase debt levels during periods of undervaluation and depress debt levels during periods of overvaluation. This effect causes them to deviate from optimal levels of capital structure.
This finding may suggest that timing of security issues work within a trade-off framework as managers trade off costs of deviating from target leverage with benefits from resorting to a relatively cheaper source of financing. Secondly equity mispricing does significantly influence the issue decision as well as issue size. Firms are more likely to issue debt during periods of undervaluation and equity during periods of overvaluation. Furthermore, firms are more likely to make debt (equity) reductions during periods of overvaluation (undervaluation) . Lastly, we find that managers do actively issue debt and repurchase equity during periods of undervaluation. On the other hand, if equity is overvalued, we find that managers are also more likely to issue equity and retire debt. Thus, managers do swap one form of capital for the other suggesting that market timing considerations play a critical role in firms financing mix.
The remainder of this paper is organized as follows. Section 2 discusses the relevant literature and provides the motivation for this study. Section 3 describes the data, provides the definitions of the variables used, explains the methodology used to value equity and describes the basic models used in this paper. Section 4 develops empirical tests on how equity mispricing influences deviation from target capital structure. Section 5 empirically tests the security issue decisions in a logit and multinomial logit framework. The last section concludes the main findings and discusses the implication from this study.
Review of the literature and Motivation
Studies on capital structure have shown that equity mispricing plays an important role in security issues. This section reviews the relevant literature and develops the main motivation for this paper. Firstly the review covers target leverage. Proponents of the trade-off theory argue that firms have an optimal target capital structure. Cost of capital would be minimized at this optimal rate, thus maximizing firm value. However given that market imperfections such as asymmetric information and financing costs exist, firms may temporarily deviate from these targets.
Secondly this section looks as how market timing influences security issue choice. Older studies of capital structure have focused on the pecking order and trade-off explanation of capital structure decisions while timing issues is fast becoming a central theme in capital structure. Survey evidence by Graham and Harvey (2001) finds that managers actively engage in timing the market. In a more relevant survey, Brounen, de Jong and Koedijk (2006) also find that timing is a key element managers take into account when making security issue choices in the UK. Baker and Wurgler (2002) attempt take this into a contextual framework and propose that capital structure is the cumulative outcome of previous timing attempts.
Optimal target and deviation from target
The trade-off theory proposes that firms have an optimal target capital structure which they aim to operate at to maximise value. Managers would balance the benefit gained from issuing debt versus the cost of issuing debt such as bankruptcy costs. The inclusion of tax benefits of debt and the bankruptcy penalties would allow the determination of an optimal capital structure (Hirshleifer, 1966) . The trade-off between the tax benefit of debt and the deadweight costs of bankruptcy is shown in Kraus and Litzenberger (1973) . After a certain point, the two effects just balance to reach equilibrium, where further borrowing would decrease the value of the firm.
Empirical studies have provided mixed results on target adjustment behaviour. Titman and Wessels (1988) find that transaction costs are an important determinant of capital structure suggesting that firms would balance costs vs. benefits of debt issues. Several other studies also support the notion of firms striving to maintain a target leverage.
1 In these studies the evidence indicates that managers do adjust issues and repurchasing to reach a particular target and the correlation between several firm specific characteristics such as the marginal or effective tax rate, the proxies for growth opportunities and size are in line with predictions from the trade off theory. Contrasting to this view, Shyam-Sunder and Myers (1999) find that the pecking order model outperforms the target adjustment model. The results theoretical implication stems from Myers (1977) where high growth firms should have a lower level of leverage, thus causing a negative correlation between growth proxies and leverage ratios.
Further evidence of target leverage is provided from survey results. Graham and Harvey (2001) find that managers admit to having a target ratio in mind when issuing debt. In the UK, Brounen, de Jong and Kodijk (2006) similarly find that managers take into account target levels of leverage when issuing debt. In addition to that the authors find that the tax advantage of interest payments, transaction costs of debt, debt levels of firms in similar industries and financial distress surrounding debt issues are important issues taken into consideration when managers make issue decisions. Further empirical evidence is provided by Hovakimian, Hovakimian and Tehranian (2004) who examine the role of dual issues and find that firms make dual issues to offset deviation from target levels that accumulate from 1 See Graham (1996) , Hovakimian, Opler and Titman (2001) , Hovakimian (2004) , Antoniou, Guney and Paudyal (2008) .
earnings and losses. Leary and Roberts (2004) use a dynamic duration model to show that financing behaviour is consistent with the presence of adjustment costs. Faulkender et al (2007) suggest that a plausible reason firms deviate from target capital structure would be due to managers having a target capital structure but also time security issues within a band around the target. In another recent study, Chang, Dasguta and Hillary (2006) find that firms that receive less analyst coverage issue equity less frequently and clumped in large issues. The authors show that there would be an inclination to time equity issues when conditions are more favourable. The theoretical underpinning would be that firms that receive less coverage would be faced with a higher degree of information asymmetry and thus their shares would be face more mispricing. If the equity was undervalued, these firms would have a stronger motivation to issue debt and thus move away from their target leverage. Once market conditions improve, firms would be inclined to issue equity to reduce reliance on debt and thus be able to reduce the deviation levels. Even if higher valuations would move firms closer to target market leverage levels, managers would still be inclined to issue more equity as they anticipate future difficulty in issuing. Managers are thus trading off the cost of being below their target leverage with the benefit of being over their targets in the future and building financial slack.
Further insight is provided by Hovakimian (2004) who shows that firms are able to pursue market-timing strategies because deviations and costs associated with deviating from target leverage induced by equity transactions are small and transitory. The author concludes that firms that have target debt ratios can engage in timing the equity market. . Alti (2006) also finds that firms time the market in the short-run but revert to target leverage eventually. In another recent study, Warr et al. (2011) show that firms that are over-levered would adjust faster to target leverage given that the present value of bankruptcy costs would be higher.
More interestingly, over-levered firms would adjust faster to target leverage in the presence of overvaluation.
Security Issues and Repurchases
In a seminal study, Baker and Wurgler (2002) test the motivations for change in leverage ratios and find a strong link between external finance weighted average market to book ratio indicating that firms adjust leverage levels to suit external valuations. Thus managers would time issues when equity markets are favourable. The authors show that capital structure is the aggregate outcome of firms' historical attempts at timing the market. Further evidence on managers' attempts to time the market is provided by the survey evidence of Graham and Harvey (2001) . In a more relevant survey study by Brounen, de Jong and Keodijk (2006) mangers indicate that the three of the four most significant factors affecting debt levels in the UK are related to market timing. 2 The authors also find that equity mispricing is the main factor looked at managers when deciding on equity issues. Further to that, Hovakimian, Opler and Titman (2001) report that SEOs in the US have a strong correlation with stock prices. Marsh (1982) documents a similar pattern in the UK where firms tend to time equity issues when prices are high.
Further support for the market timing theory is seen in Welch (2004) who finds that equity price shows have a persistent effect on a firms capital structure. The author however finds that firms do not rebalance their capital structure in response to shocks in market value in spite of active net issuing activity. Thus, stock returns are seen as the primary drive of capital structure changes. Elliot, Koter-Kant and Warr (2007) find that firms are more likely to issue equity to fund their deficit when equity is overvalued. Studying managerial timing attempts, Jenter (2005) finds that managers attempt to actively time the market in both their own private trades and also at firm-level decisions. In a recent study, Hertzel and Li (2010) decompose the market-to-book ratio into two separate components, namely the growth and mispricing components. Their findings show that firms with higher element of mispricing decrease long-term debt and have a lower level of post-issue earnings. These results are consistent with the timing aspect of issuance activities.
In contrast to the above studies, several studies do not find support for the market timing theory. Hovakmian (2006) argues that the negative correlation between the market-to-book ratio and leverage is not driven by market timing considerations but rather it is capturing growth. In addition to this study, Flannery and Rangan (2006) find that more than half of the observed changes in leverage levels are brought about by targeting behaviour. In their study, less than 10% of changes can be explained by market timing and pecking order considerations. Further to these studies, Mahajan and Tartaroglu (2008) show that the negative relationship between leverage and the market-to-book ratio is not attributed to market timing and the evidence in their study supports the dynamic trade-off theory. The 2 The top four attributes affecting leverage regimes in the UK are issuing debt when interest rates are particularly low, financing a deficit, equity undervaluation and changes in price of common stock.
debate is further extended by Liu (2009) who finds that the impact of time varying targets and adjustment costs indicates that the market-to-book ratio has a significant impact on leverage even when firms are not timing the market. The author further uses alternative proxies of market timing and is able to show they have no effect on leverage levels. Overall, Liu's study is more consistent with partial adjustment models.
The literature (Wansley, Lane and Sarker, 1989) (2000) show that equity price movements drive repurchasing behaviour in the US. However, Rau and Vermaelen (2002) find that the majority of share buybacks in the UK are motivated by taxation purposes. This is in response to the regulation and taxes surrounding share repurchases in the UK. Oswald and Young (2004) however contend their findings for UK firms and show that as share prices fall, managers appear to respond by buying more shares and thus supporting the market timing framework to explain share buybacks. Interestingly, Doukas, Guo and Zhoue (2010) find that firms also time debt issues by issuing during periods of hot debt markets showing that managers time debt issues as well as equity issues. Their results also show that firms issue more debt during hot periods to repurchase shares, suggesting that managers also actively substitute debt and equity.
Data and Empirical Approach

Data description and descriptive statistics
We initially collect data for all firms in the U.K. available on Datastream during the period of 1981 -2008. 3 Consistent with the literature we exclude financial firms from the sample and the selection is done based on the motif of measuring equity mispricing. The variables are defined as follows. Book debt, (BD), is defined as book debt divided by total assets. Market debt, (MD), is measured as the ratio of book value of total debt to market value of equity plus book value of total debt. The net debt issues, (Δdbl), is the net change in book debt over total assets. The net equity issues, (Δe), is the change in book equity less the change in retained earnings divided by total assets. The market-to-book ratio, (MTB) is measured as the ratio of book value of total assets less book value of equity plus market value of equity to book value of total assets. Non debt tax shield, (NDTS), are measured as the ratio of depreciation to total assets. SIZE is the natural logarithm of total assets in millions of 1981 pounds. Tangibility of assets, TANG, is defined as net plant, property and equipment over total assets. Effective tax rate, ETR, is total tax to total taxable income. Industry leverage, (INDL) is the median of the leverage levels of the industry the firm operates in. R&D and CAPEX are proxies for growth options defined as research and development expenses scaled by total assets, and capital expenditure divided by total assets, respectively. RDD is a dummy variable that takes the value of 1 if the data is not available in Datastream and zero otherwise. CASH is defined as cash and cash equivalents scaled by total assets.
To eliminate the outliers, we exclude firms year observations for values where BD, ∆dbl and ∆e that exceed 100% in absolute value. Missing firm-year observations are also excluded from the data set. The final sample comprises of 11,105 firm-year observations.
Equity Mispricing
We measure mispricing with the ratio of intrinsic value (IV) to current market price (MP).
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Intrinsic value is measured as follows:
Terminal value is calculated as: (3) where g is the long-term FCFE growth. Given that FCFE occurs throughout the year we make adjustments as follows: (4) FCFE t is free cash flow to equity at time t and r e is the cost of equity. FCFE is the sum of net income plus depreciation minus change in non cash working capital minus capital expenditure minus principal repayments of debt capital plus new debt issued. A firm's cost of equity is calculated as below: (5) where short-term treasury bills are used as a proxy for the risk free rate (r rf ), and r m is the total market return. 6 β i is measured as: (6) where FTSE All Share Index is used as a proxy for market. 7 Similar to Elliot, Koeter-Kant and Warr (2007), our purpose is to measure deviation from fundamental value. This is measured as: (7) where IV it is intrinsic value and MP it is market value of equity. In our study we use a dummy variable, UNDVD, which takes the value of 1 if the firm is undervalued (indicating that misvaluation is greater than one).
Estimation procedure
The first section of our empirical tests involves estimation procedure in two stages that are described as the following equations:
In the first stage, equation 8 as above, the debt (book and market) to asset ratio is regressed on a vector of explanatory variables, W, that have been used in past studies as determinants of capital structure. 8 We estimate the debt ratio at time t+1 similar to Flannery and Rangan (2006) where D it+1 would be a firm i's desired debt ratio at t+1. The purpose of this first stage would be to estimate a firm's target leverage that is defined as the debt ratio that the firms would choose to be at in the absence of transaction costs, asymmetric information and other adjustment costs. In the second stage we model the distance from the target which is measured as the fitted values from estimations in equation 8 minus actual debt ratio with a set of explanatory and control variables. The key explanatory variable is the undervaluation dummy (UNDVD) which takes the value of one when firms equities are undervalued and zero when equities are overvalued. The D hi and D lo takes the value of one (zero otherwise) if 6 See Elliot, Koeter-Kant and Warr (2007) . 7 We estimate beta using a 36 month rolling approach. Our results are similar using a 60 month approach. 8 See Hovakimian, Opler and Titman (2001) , Hovakimian (2004) , Hovakimian, Hovakimian and Tehranian (2004) , Flannery and Rangan (2006) , Antoniou, Guney and Paudyal (2008), and Warr et al (2011). the debt ratio at the beginning of the period is in the top and bottom twentieth percentile correspondingly. These dummies are intended as a control to capture target adjustment behaviour.
The second part of our empirical tests looks at the how well the undervaluation dummy predicts the likelihood that the firm will issue a particular type of security. Our approach is to use a binary variable to represent the issue type where the issue choice is modelled as follows: (10) where Issue Type it takes the value of 1 if the firm issues debt and 0 if the firms issues equity.
A firm is defined as issuing debt if the ratio of net debt issued to total assets exceeds 5%.
Similarly, a firm is issuing equity if the ratio of net equity issued exceeds 5%. 9 The key explanatory variable is again the undervaluation dummy (UNDVD). Control variables are included based on the literature. 
Determinants of Target Leverage
The results from the regression to determine the target leverage D t+1 are reported in table 2.
We estimate the expression from equation 8 using the Fama and MacBeth (1973) framework as suggested in Fama and French (2002) . In order to provide further robustness of our results, we further utilise the approach used in Hovakimian, Opler and Titman (2001) . Thus we also report estimates censored both below (by the value of zero) and above (by the value of one) using a Tobit regression with double censoring to provide a consistent estimate. In line with our expectations, we find that growth opportunities as captured by the market-to-book ratio has a negative coefficient and is highly significant for both the market and book debt target ratio suggesting that firms tend to protect their future growth opportunities by limiting its leverage. Flannery and Rangan (2006) and Warr et al (2011) report a similar correlation. The non-debt tax shields have a positive correlation with target debt ratio which is consistent with results in Titman and Wessels (1988) and Mao (2003) . Firms that possess relatively more fixed assets that generate higher levels of depreciation and thus tax credits indicating that such assets would have higher collateral value for securing debt which in turn increases the debt capacity of firms allowing them to have higher level of target leverage (see MackieMason, 1990) . Firm size has a positive and significant coefficient as expected given that larger firms would be have a more diversified cash flow which would be less volatile and thus more secure in servicing interest payments. A less volatile cash flow would also increase profitability and thus allow firms to fully use the tax shield of debt and thus reduce the probability and expected bankruptcy costs (see Hovakimian, Opler and Titman, 2001 ).
[Insert table 2 about here]
Tangibility also has a positive and significant correlation with target debt leverage suggesting that tangible assets serve as collateral and thus allow firms a higher debt capacity. Flanner and Rangan (2006) also report similar findings. The estimates reveal an inversely significant correlation with the effective tax rate which could be due to reverse causality i.e. firms with lower levels of leverage pay higher effective tax rate. 12 It remains puzzling why firms do not increase leverage levels to minimize their tax burden. The industry leverage has a positively significant coefficient indicating that leverage levels are influenced by industry effects (see Roberts, 2002) .
Deviation from Target Leverage and Equity Mispricing
In this section we utilise fitted values from the results in the earlier section to measure the distance from target leverage which is the difference between the target leverage and the actual leverage (D t+1 -D t ). If firms are over leverage the distance measure would be negative and if firms are below their target the distance measure would be positive. The explanatory and control variables are lagged to control for endogeneity. We estimate the regression as 12 Antoniou, Guney and Paudyal (2008) also find a similar correlation.
expressed in equation 9 to model the determinants of deviation from target leverage. If firms timing behaviour did not influence deviation from target leverage, the coefficient for the undervaluation dummy would not be different from zero. We expect the coefficient of the dummy to be negative as firms would issue more debt during periods of undervaluation relative to periods of overvaluation and thus have higher leverage levels. The results for this estimation are reported in table 3. 13 The coefficient of the undervaluation dummy is negatively significant as expected. The results are similar for market and book debt for both different sets of methods used to estimate target leverage. This suggests that the benefit of market timing outweighs the cost of deviating from target leverage.
[Insert table 3 about here]
Given that our estimations above assume that firms did not initially deviation from their target leverage, it may be suspect to endogeneity problems. To address this concern, we estimate the following regression:
The undervaluation dummy again is intended to capture timing behaviour. If timing behaviour does indeed influence deviation from target leverage, we expect that β 1 to be significantly different from zero and the coefficient to have an inverse relation with the change in distance from target leverage as firms would issue more leverage during periods of undervaluation. The results for estimating equation 11 are reported in table 4. We find that the coefficient for the undervaluation dummy to be negative and very significant. This indicates that firms are timing the market by increasing equity issues during periods of overvaluation and increasing debt issues during periods of undervaluation. Thus during periods of undervaluation, the change in distance from target leverage would be decreasing suggesting that firms would further be over-levered. The results further support the notion that the benefit gained from timing the market outweighs the cost of deviating from optimal levels.
[Insert We find that the overvaluation dummy has a positive and significant coefficient as expected, confirming our earlier findings. Thus we are able conclude that firms indeed to adjust their issues to reflect equity mispricing. Managers increase equity issues during periods of overvaluation and reduce reliance on debt levels causing firms to deviate from their target levels. In the presence of undervaluation, firms would resort to debt financing leading to the over-levered scenario.
[Insert table 6 about here]
Equity Mispricing and Security Issue Choice
In this section we discuss the second part of our empirical analysis. This section will look at how equity mispricing influences firms' security choice. In a multivariate analysis using logistic models, we test how well equity mispricing predicts the likelihood that a firm will issue a particular type of security. The key explanatory variable will be our mispricing measure, the undervaluation dummy and the estimates will done by including control variables drawn from previous studies of capital structure. 16 Given the predictions of the market timing theory, we expect the undervaluation dummy to have a positive coefficient in the debt vs. equity choice.
Determinants of Issue Choice and Size
The non-debt tax shield is expected to have a negative coefficient as DeAngelo and Masulis (1980) has a positive and is significant at 1%. This suggests that equity mispricing strongly predicts security issue choice. In the third column we report the results for all debt issues (which include simultaneous debt issues and equity repurchasing) as well as all equity issues (which include equity issues and debt retired). The coefficient is larger and is significant at 1%. Next we consider the repurchase decision. 18 Given that the market timing theory would imply that firms repurchase equity during periods of undervaluation and retire debt during periods of overvaluation, we change the binary variable issue type to be 1 when firms are repurchasing equity and 0 when firms are retiring debt. The results for estimating pure equity repurchases versus pure debt retired are reported in column 5 of table 7. We find that the undervaluation dummy is positive and significant as expected. Thus equity mispricing does indeed drive repurchasing behaviour. Column 7 in the table further considers all equity repurchases versus all debt retired. The results are as expected where the undervaluation dummy has a larger coefficient and is significantly different from zero.
17 All regressions contain unreported year dummies and robust standard errors clustered at firm level as discussed in detail in Peterson (2009) . 18 Firms are defined as retiring debt when net debt issued scaled by assets is less than -5% and repurchasing equity when net equity issued is less than -5%.
[Insert 
Considering Passive Firms
In this section we consider issue choice for a firm against a no-transaction alternative. This allows us to examine how equity mispricing and market timing influences the decision to The results of the first scenario are reported in the first column of table 8. We find that the undervaluation dummy is positive and significant thus the probability of issuing debt versus no issue is higher during periods of undervaluation. The results in the second column shows that the undervaluation dummy has a larger coefficient suggesting that equity mispricing plays a more important role in debt issues accompanied by equity reductions. The results in the third column are similar to that of the first column as expected. In the fourth column we report the fourth scenario, and find that the undervaluation dummy has a positive sign and is significant. This suggests that equity reduction decision can be significantly attributed to equity undervaluation. The fifth to seventh column shows that the undervaluation dummy has a significantly negative coefficient as expected. Similar to the results for debt issues accompanied with equity reductions, equity issues accompanied with debt reductions are more influenced by equity mispricing. This suggests that equity mispricing plays an important role in firms' decisions to substitute one form of financing for another. The last column reports the decision to reduce to debt levels versus a no reduction scenario. The undervaluation dummy has a negative sign as expected and is statistically significant.
[Insert table 8 about here]
Next, we model firms' decisions to make security issues and reductions against passive firms' alternative. We look at the decisions in two separate frameworks. Firstly we look at pure debt issue, pure equity issues, pure debt reductions, pure equity repurchases and passive firms. We model the issue type decision in equation type using passive firms as a base in a multinomial logit model. The results are reported in table 9. Consistent with the predictions of the market timing theory, the undervaluation dummy has a positive correlation with the pure debt issue decision as documented in the first column. The second column shows that the undervaluation dummy has a negative correlation as predicted by the market timing theory.
The correlation for the pure debt reductions is also negative in the third column. This implies that during periods of overvaluation firms are more likely to reduce debt. The last column indicates that firms are also likely to repurchase equity during periods of undervaluation. The results imply that firms are more likely to issue debt rather than repurchase equity during periods of undervaluation. Further to that, firms are more likely to reduce debt during periods of overvaluation relative to issue equity.
[Insert table 9 about here]
Lastly, we include pure debt issues, debt issues accompanied with equity repurchase, pure equity issues, equity issues accompanied with debt reduction, pure equity repurchase and passive firms as a base. The results of the multinomial logit regression are reported in the table 10. Looking across the table, the signs of the undervaluation dummy is as expected and significant at 1% indicating that equity mispricing is a significant determinant of firms financing decisions. Looking at the first two columns we find that equity mispricing plays a more important role in firms issuing debt accompanied with equity repurchased than in pure debt issues. Columns 3 and 4 indicate that equity mispricing plays a more important role in firms decisions to issue equity accompanied with debt reductions relative to pure equity issues. Comparing the results in the last two columns further confirms this notion.
To summarize, firms time the market and are more likely to issue debt relative to equity during periods of undervaluation. Debt reductions and equity repurchases are also equally influenced by equity mispricing suggesting that firms also time repurchases as well as security issues. Further, we show that issue and repurchase size is also determined by equity mispricing. We also find that firms are more likely to issue or repurchase relative to a no action base due to market timing considerations. Furthermore, market timing considerations influence timing of issues accompanied by reductions relative to pure issues or repurchases.
Conclusion
Previous studies have documented market timing plays an important role in firms issue
decisions. In this paper we examine the issue decisions for UK firms. The findings reveal how firms time their issues and its influence on firms' capital structure. This paper looks at how such timing decisions influence deviation from target leverage levels. We further investigate the impact of market timing on issue choice and size as well as repurchasing choice and size. Expanding the empirical test, we scrutinize whether firms decision to simultaneously issue and repurchase securities are influenced by market timing considerations.
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Looking at the first section of our empirical specifications, we find that firms time security issues and these timing attempts causes them to deviate from target levels. This finding is robust whether we assume firms do or do not initially deviate from target leverage. These findings allow us to infer that firms are trading off the cost of deviating from target with the benefit gained from timing the market. We further examine the effect for firms above and under their target levels and arrive at similar conclusions. The second section of our analysis looks at timing of security issues. We find that both security issue and repurchasing choice and size is driven by equity mispricing, indicating that market timing plays an important role in both decisions. Furthermore, we find that decision to issue versus a no issue alternative is 19 We estimate equity issues accompanied with debt reductions and debt issues accompanied by equity repurchasing.
also significantly determined by market timing considerations. Lastly we find that firms reduce (increase) debt levels and increase (decrease) equity issues in periods of undervaluation (overvaluation). This allows us to conclude that firms are actively substituting one form of financing with the other to lower overall cost of capital in order to maximise value.
We are thus able to conclude that firms significantly time the market. The effect is evident and leads to firms deviating from their target levels. Issuing and repurchasing behaviour is also driven by market timing attempts. This is robust to considering issue choice and also issue size. Firms also actively change the financing mix to reflect equity mispricing and thus market timing plays a critical role in determining capital structure decisions. 1981-2008 1981-2008 1981-2008 1981-2008 1981-2008 1981-2008 1981-2008 1981-2008 26 1981-2008 1981-2008 1981-2008 1981-2008 1982-2008 1982-2008 1982-2008 1982-2008 1981-2008 1981-200 1981-2008 1981-2008 1982-2008 1982-2008 1982-2008 1982-2008 1981-2008 1981-2008 1981-2008 1981-2008 1981-2008 1981-2008 1981-2008 1981- 
